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Dear Mr. Macdonald and Committee Members: 


On behalf of Hydro’s management team, I’d like to thank you for this opportunity to add 
to our previous submission to your Committee. 


We agree with the comment you made a few months ago that your task is a "historic 
opportunity". The kind of charge entrusted to you.has had its forerunners. Despite many aspects of 
conservatism in the electricity industry, fundamental and visionary decisions have been made at several 
junctures through our history which turned the course of electricity for this Province. 


I am thinking of Sir Adam Beck’s original conception for province-wide, universal access 
to low cost hydroelectric power; or the home-by-home frequency conversion program in the early 1950s; 
or the pioneering step of a Canadian-designed nuclear technology in the late 1960s. 


If I were to characterize what we feel the seminal course for the next juncture should be, 
it would read "competition." This we feel is both the dominant force and most desirable objective of the 
whole restructuring enterprise. Competition in electricity need not from Day 1 be instantaneous, perfect, 
or pervasive. But the basis should be laid through a defined end-state structure, so that a competitive 
industry can grow through the introduction of customer choice. 


I hope that your Committee will see competition running as a theme throughout our 
recommendations. We certainly intend it as such. 


The opportunity to make further submissions to your Committee at this time allows 
reflection and comment on the submissions of other organizations in light of our own. We are pleased 
to offer comments further to our January submission in this vein. Our comments can be grouped around 
the four following considerations: 


i: That our strong preference for a restructuring focus be on defining the broad end- 
state of the electricity industry and specifying a target date for achieving that end- 
state. 
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2. That declaring on the end-state looks achievable given the considerable agreement 
among industry participants and stakeholders on some key features of tomorrow’s 
electricity industry. 


3. That we see as essential some priority features in making a competitive structure 
work in a way acceptable to Ontarians. 


4. That we think a number of evolutionary developments can proceed even as the 
transition process is being defined and details of the future structure being worked 
out. 


We'd like to elaborate on these four points as follows. 


1. We feel restructuring for competition is best advanced by defining the end-state 
of the industry, and a target date for its full realization. 


As a major player in the electricity industry we believe that Ontario Hydro, other suppliers, 
and electricity customers need both a destination point and a date for arrival. | 


We believe that the industry, now at a critical juncture in its history, needs a commitment 
for direction. The critical juncture is not, as in the past, so much technological as commercial. We are 
reminded of how the opening of markets worldwide (the European community and NAFTA) required 
fundamental rethinking of the concepts of international trade, and believe that creation of competition in 
electricity will require no less than a total transformation of the industry through identifying priorities and 
targeting an end-state. 


We believe this view is widely shared among industry participants and stakeholders. As 
the nearly 200 submissions to your Committee amply demonstrate, almost ail industry observers see the 
need for fundamental change, and share our view that such change is inevitable. 


We do not believe that this change is well achieved through continued incrementalism 
within the status quo. The forces of competition will relentlessly continue to work away at eroding the 
monopoly, as customers increasingly look to self-generate or relocate production elsewhere. We say 
"increasingly" because with the status quo, they have no assurance if or when Ontario’s electricity market 
will ever be opened to allow them choice and access to competitive pricing. 


We do not welcome the process of managing change through piecemeal responses because 
it would put us in a position of directing an endless stream of requests for orders-in-council to the 
Province for new rate mechanics to retain load, subsidiary activities, partnering agreements, etc. 


We strongly believe that declaring an end-state and a date to achieve it will give consumers 
-- particularly large consumers -- assurance for their own planning needs. Those who may be considering 
installing electricity generating equipment to meet their own needs may stop to reconsider, particularly 
with an assurance that rates are capped at 1993 levels until open access, at which point a choice of 
suppliers would ensure competitive prices. 
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We therefore see important advantages in establishing (as other jurisdictions are doing) a 
"Hong Kong date" for Sm» the "what" and the "when". 


We acknowledge thie myriad of transition issues, most of which concern the "how” of 
restructuring and its implementation. They are not unimportant, and will require much thought. But while 
it might be credible to envision arriving at a destination through various phased-in incremental stages of 
the journey, a destination point needs to be resolved. Doing so is the most important priority. 


In Section 3 of this letter, we elaborate, having considered the views of other stakeholder 
submissions, on what the critical features of this destination point should be. Yet markets, being 
complex-adaptive mechanisms, will do some of the restructuring. I am reminded of what the Ontario 
Natural Gas Association said. "A certain amount of phasing-in will occur in any event...As in the case 
of natural gas, once government creates the appropriate policy and legislative framework, the markets 
determine the pace of change”. 


2. There is considerable stakeholder agreement on several key features of 
tomorrow’s electricity industry. 


From the submissions, there seems to be a very welcome near-unanimity among Ontario 
industry observers on perhaps the most essential point -- that the era of monopoly supply is over, and that 
fundamental change is inevitable. 


Despite electricity’s unique physical characteristics, such as the need for instantaneous 
matching of demand and supply, most stakeholders believe that a competitive architecture with typical 
market principles can and should be overlaid on this industry. In other words, monopolies should give 
way to a competitive market. 


While there appears to be a high degree of agreement on this key point, the scope and 
timing of competition is more contentious. And yet even here, we have been impressed by the amount 
of support that achieving customer choice -- through open retail access ~ has received from many 
commentators. 


‘Among major stakeholders, only aboriginal groups and the MEA (but not all of its 
members) fails to grant retail access and customer choice as appropriate for the end-state structure of the 
industry. By contrast, it is noteworthy that among customers groups, AMPCO fully supports retail access, 
and the Consumers’ Association of Canada supports retail access phased in over several years once better 
metering becomes accessible, and provided that there are regulatory safeguards for the small consumer. 
Certainly there are different views about timing, but many appear to share our conviction that customer 
choice for electricity supply is an inevitability for our industry, as it was for other fixed-link services such 
as telecom or natural] gas. 


There is also widespread support for rationalization of the retail distribution sector and 
recognition that there are efficiency gains to be made. Stakeholders disagree about the amount of 
inefficiency and the methods for reform however. There is also wide support for functional unbundling, 
particularly of generation from transmission and distribution. There is even broad open-mindedness about 
privatization, particularly in generation where it is linked to supporting competition. However, many 
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proposals correctly point out that ownership is a secondary consideration to defining the appropriate 
industry structure and introducing competition. ; 


In summary, given the evidence of agreement on many features of a restructured industry, 
we believe that it is possible to arrive at widely supported recommendations in many key areas about the 
overall shape of tomorrow’s industry. 


On the third major theme in the Hydro management submission, convergence, there 
appears to have been less consideration given by stakeholders and industry players. Perhaps this is to be 
expected, since this is the most futuristic -- and yet potentially the most significant -- of the drivers for 
changing the structure of our industry. It may be qualitatively different from the other key drivers of 
competition and customer choice, however, in that convergence is not something that is easily dealt with 
in a "top down" or designed way, and is more likely to happen organically as commercial opportunities 
present themselves. There is ample evidence, however, of the convergence phenomenon in other 
industrial sectors. Our concern is, therefore that a new structure be open to convergence, particularly 
in natural gas and information technology. This will be particularly important in defining the regulatory 
framework, legislative instruments, and market rules and mechanisms. 


3. Essential features that should be given priority in defining the industry 
structure. 


While the previous section mentioned areas of consensus, it is also apparent from the 
submissions that there are wide differences among stakeholders about details of timing and about which 
players are the most appropriate ones to carry out which functions in a new structure. 


Perhaps the Committee may benefit from an identification of what we believe are the 
priority features in restructuring. Accordingly, we identify such features in this section. 


a) Retail access and customer choice 


Hydro management believes that this is the single most important element in the creation 
of a competitive electricity market for electricity. It doesn’t matter whether the majority of customers 
initially decide. to be electricity shoppers or not, introducing the potential to do so activates dynamic 
market mechanisms that unleashes the potential for creative suppliers to develop and engage customer 
interests in both traditional and new value-driven services. This will ultimately have beneficial impacts 
(downward pressure on rates, new kinds of services) on customers in general. 


We believe it important to underscore what customer choice means for structure. By 
definition, retail access is the only model that gives customers choice of electricity supplier. All other 
"access" models are deficient in this overriding objective. Furthermore, if retail access is not established 
as the end-state, we will both put Ontario at a competitive disadvantage, and require yet another public 
process within five years to review the end-state. 


b) Separation of the regulated wires functions from competitive supply and services 
functions 


Functional separation of the "conduit" from the "content" of electrical energy is essential 
to create a common carrier and achieve a competitive market for electricity through retail access. 
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Separation also creates a means for regulators to deal with stranding, environmental protection, and other 
“public good" measures that may not be delivered quickly enough by a competitive market alone. By 
making charges for various components transparent, unbundling should improve economic and resource 
efficiency by sending the right signals to customers and suppliers. And having a mechanism that exposes 
the “right” price signals will only enhance competition. 


These choices are what led Hydro management to propose a single Wiresco, which 
anticipates (and answers) inevitable regulatory concerns about ensuring a separation of “content 
providers" from the common carrier. 


c) Mechanisms such as the PAP and Province-wide wires regulation to ensure an 
acceptable degree of price equitability 


_ We believe that Ontarians would expect to retain some of the guarantees that were benefits 
of the monopoly system in moving to competition. We would like to see some such guarantees 
incorporated into the new structure. 


The Price Averaging Pool (PAP) was proposed as a mechanism for ensuring two essential 
features: price equitability and convenience. 


The PAP accommodates customers who do not want to use an agent or shop for their 
supplier, and ensures price averaging across a broad customer base in order to smooth out market rate 
fluctuations and different customer load characteristics. 


The need for price averaging is recognized in several submissions. The Consumers’ 
Association of Canada (CAC) acknowledges that residential customers might benefit from competitive 
pricing replacing the “power at cost" principle, but argues the need for “rate stability and the 
minimization of rate shock,” through price averaging and regulatory oversight. The MEA proposes 
competition to a province-wide pool which charges distributors, and ultimately their customers, on a 
price-averaged basis. 


AMPCO also recognizes the value of price average pooling for small customers. Their 
Weighted Average Cost of Electricity (WACOE) mechanism allows cooperative purchasing on the 
competitive market, with prices averaged among customers. In this respect, it is similar in function to 
the PAP proposed by Hydro management, except that AMPCO could envision several PAPs operating 
across the Province. We believe that the single Province-wide PAP with a public mandate, while similar 
in concept, would have broader appeal and capability to deliver what customers are seeking, especially 
in rural, northern and remote communities. The anticipated large size of the PAP would give it a broad 
base to ensure better price equitability in energy costs. 


Another mechanism for price averaging is to ensure that a single provincial regulator has 
the power to implement standardized performance-based (as opposed to cost-based) wires tariffs 
throughout the Province. This would redress some of the current significant residential and commercial 
price inequities among different municipal utilities, where delivery costs can vary significantly. The 
regulator would deliver equitability on the wires charges for all retail customers, while the voluntary 
PAP would deliver equitability on electricity supply costs. 


eo 


oc TT eee 


Ontario Hydrc 
Mr. Donald Macdonald and Committee Members- 6 March 15, 1996 


We believe that despite the general support for competition in principle, there will be 
concerns about price levels in the move to competitive markets. There are various ways in which the 
Province can guarantee customers that electricity rates after the introduction of competition will be the 
same or lower than today’s. This in effect means developing some quasi-regulatory price guarantees after 
competition is introduced. This can be done through various mechanisms (binding contracts on Ontario 
generators, as used initially in the UK and now in Australia, or through some form of transition 
equalization payment, which California is proposing). 


It may seem counter-intuitive to claim that price-averaging and price-guarantee mechanisms 
are means to achieve competition since they appear to be something of a quasi-regulatory "claw back" 
to protect consumers from risks of the marketplace. They are that, but by serving as interim transition 
measures until such time as the consumers of Ontario (who like the idea of competition but are nervous 
about some of its ramifications) are fully comfortable with the reality of an electricity market, these 
mechanisms support competition by increasing its prospects for successful implementation. 


dad) = Retail Rationalization 


Most stakeholders recognize the potential and need for efficiency improvements in retail 
distribution. Estimates on potential annual savings range from the MEA’s $60 million to Mississauga 
Hydro’s $600 million. 


Views on methods to achieving efficiency differ, from voluntary mergers through loosening 
restrictions on MEUs, to top-down rationalization into large regional retailers, to a single Wiresco as the 
common carrier. 


Rationalization is an important objective because there are substantial savings involved. But 
retail rationalization is more than just a stand-alone measure to improve the efficiency of Ontario’s 
electricity infrastructure. It will improve comparability in delivery charges and thereby promote 
competitive use of the common carrier. 


The proposed Wiresco merger of all transmission and distribution wires is not the only 
means to achieve efficiency, but we believe it is a superior method for several reasons. It could be put 
into place, and deliver savings, rapidly. Combining all regulated common carrier elements is a simpler 
solution than reconfiguring areas for 12 large distributors, or having some 300 entities form coalitions 
over time. It is even simpler than having a single regulator enforce efficiency standards on all. 
Undoubtedly, any and all of these approaches require considerable fortitude on the part of policy-makers. 


e) Establishing an Independent Central Market Operator (CMO) 


While not explicitly identified as a recommendation by most stakeholders, an independent 
system and market operator allows market financial transactions to take place in an industry that requires 
strict physical integration and controls. The merger of the dollar and electron flows in one function 
ensures that Ontario’s system can operate efficiently and securely in a physical sense, while the arms- 
length independence of the market operator will guard against self-dealing, and establish the credibility 
of an impartial agent to operate both the market and the physical system fairly and in the best interests - 
of the Province. We believe an independent CMO is, put simply, a requirement for an effective 
competitive market to operate. i 
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f) Ensuring competition in generation 


Virtually all stakeholders agree that the natural starting point for competition in electricity 
is among generators (whether to sell power into a pool, to a spot market or directly to customers). 
Because Ontario Hydro’s generation makes up such a high proportion of Ontario’s generation market, 
the natural disposition would be to force break-up and/or divestment. 


There are two important issues to consider if this direction were to be pursued. One is that 
there are, as we noted in our submission, public perception concerns with divesting of nuclear and hydro- 
electric to private ownership. 


Second is the degree to which generation configuration should reflect an open market 
limited to Ontario, versus the longer-term post-2000 evolution of an open North American power market. 


Should Ontario Hydro’ generators be split up to promote competition among generators 
‘within the confines of an Ontario market? We acknowledge that there are competitive benefits to creating 
separate smaller generating businesses within Ontario. But there are trade-offs between these benefits and 
the loss of integration of the complementary generating stations that have evolved as a single system. This 
is particularly true of nuclear generation, and if it is highly desirable, as we believe it is, to keep 
Ontario’s nuclear generation together, then one is very much circumscribed in what one can achieve in 
creating competing entities from Hydro’s existing generators. 


We acknowledge that the retention of a single ownership for Hydro’s generators would 
have profound implications for competition in generation within Ontario. There will be a market 
dominance issue that is not addressed merely by the creation of an independent CMO. This dominance 
of Hydro generation would have to be addressed by regulatory oversight of generation prices, at least 
until such time as the more active open North American market develops, and older stations are replaced 
by new entrants. 


From a business perspective, Hydro management sees the development of a North 
American market as an opportunity for growth, particularly if it is able to maintain an integrated and 
competitively advantageous generation portfolio. 


In effect, holding Hydro generation together does represent a compromise on maximizing 
competition, but only during the transition period (which may in reality extend beyond the date for 
introduction of customer choice) to a more mature North American market with active marketers, 
aggregators, and financial trading of electricity as a commodity. In any case, the shorter-term dominance 
of Hydro generation would be balanced by regulatory oversight (e.g., price caps through binding 
contracts on generators, as noted in Section c) to ensure than electricity customers suffer no disadvantage. 
In fact, even with the conditions of market dominance, of a regulated price cap, and a market limited by 
interconnections, we believe that there will still be significant competitive advantages to allowing open 
competition in the generation sector. 


g) Definition of government objectives and clarification of market rules and 
environmental responsibilities prior to any privatization 


Most stakeholders view privatization, particularly in Hydro’s current generation assets, as 
a potential means to achieving the benefits of competition and we support this view. Some regard the 
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benefits as almost self-evident, while others (e.g., IPPSO, CAC) feel that sale should turn on analysis 
of the potential benefits, particularly with respect to debt reduction. The MEA has pointed out that one 
of the tests for privatization should be that electricity customers benefit. 


There are a number of government objectives that come into play - such as the amount 
and allocation of proceeds from equity infusion, the cost of taxation versus tax_revenue, the transfer of 
tisk from government/taxpayers/ratepayers to new investors, the potential gain in competition through 
diverse ownership and the profit incentive, and the potential loss of competitive position and integrated 
efficiency capability through breaking up complementary Gencos. 


Given that many of the above would have to be traded off against each other, we feel it 
important to have clarity from government on priorities for privatization as part of industry restructuring. 


Another issue to be considered in the divestment or breaking up of parts of the current 
Ontario Hydro is the value added brand reputation that Ontario Hydro currently carries both with 
customers in the Province and in the international sphere of operations where we expect growth to occur 
as a result of wider competition. As with generation configuration, we feel that the need for unbundling 
and disaggregation for competition should be evaluated against consolidation and reputation. 


Another aspect for clarification is the need to sort out the industry and regulatory structures 
prior to any privatization. This will promote an understanding of the regulatory environment, not just on 
tariffs and rates pertaining to electricity, but also changes in treatment of environmental and safety 
regulation. 


For example, it is a foregone conclusion that the AECB would continue regulation of 
nuclear stations regardless of whether private equity is introduced. But the management of waterways 
affected by hydro-electric generation is a different matter because today it is largely one of voluntary 
understanding between Hydro and the provincial government. Such informal relationships might not be 
acceptable to a privatized Genco or to government. Potential investors would need to understand what 
their environmental responsibilities will be. The submissions by aboriginal groups focused on aboriginal 
rights and the potential complexities arising should new owners have interests in facilities potentially 
affecting those rights. We do not suggest that any of these difficulties are insurmountable, only that they 
need to be clarified as part of the restructuring picture associated with any ownership change. 


4. The need to allow evolutionary developments during the transition process. 


Hydro management recognizes that a number of transition activities will need to be engaged 
by way of refinement, analysis, learning, and testing and that there will be a need to "operationalize" the 
recommendations -- to flesh out what they mean. But in our view, Ontario does not benefit unless this 
period of transition is one of actively getting ready as well as further study. The world within and around 
Ontario will continue to expose Hydro, the MEUs, NUGs, customers, regulators, and out-of-Province 
and off-shore buyers and sellers to pressures requiring action. 


In this business environment, we feel that there should be no commitments to activities that 
directionally lead away from the recommendations for the end-state structure. Industry participants can 
and should act as if we were already in a competitive market (which we are) for example, with pricing 
flexibility for Hydro and for MEUs. , 


8 


Ontario Hydro 


Mr: Donald Macdonaid and Committee Members - 9 March 15, 1996 


There are also, in our view, specific activities targeted toward introducing competition 
which could be developed before the advent of access for the Province’s benefit; for example, the 
restructuring of Ontario Hydro into a multi-business structure to facilitate unbundling; the establishment 
of a central market operator; and the identification and development by the regulator of appropriate forms 
of performance-based regulation. 


Concluding Thoughts 


In closing, I would like to emphasize three broad "polarity" requirements that underlie our 
particular recommendations, and they all, we believe, complement the theme of restructuring for 
competition. 


First, while it is tempting to think in terms of "balancing interests of stakeholders," it is 
electricity customers (of all classes) whose interests we think should be held paramount. Establishing 
competitive markets must mean two fundamental things: first, the demise of monopolies and franchises - 

Ontario Hydro’s, the MEU’s, and other independent utilities’ -- in fact, all parts of the industry except 
the common carrier wires. The second is customer empowerment -- putting into customer hands as much 
as possible the decision-making on who gets to supply, who gets to grow, and who doesn’t. 


In a real marketplace, no-one can claim proxy for the customer. Customers represent 
themselves and elect their preferred supplier with their buying decisions. 


The second point is that despite the numerous references in the submissions (including ours) 
to regulatory authority, the move to competition should where possible replace regulation with light- 
handed oversight. This is even the case with environmental regulation, which should focus on levelling 
the playing field for industry participants, and developing market mechanisms to "govern" the 
environmental implications of the new electricity sector without distorting the market. Regulation, 
especially during the transition period will be required, but regulation, once entrenched, is difficult to 
reduce. Therefore, some determination on its eventual recession would be appropriate. 


Third, we see as a priority the need to have a structural model that will actually work - 
with parts which logically fit together in a cohesive and comprehensive whole. Some submissions treated 
structural elements more like a menu than a system, with individual attractive features that simply didn’t 
fit. Some elements dictate the need for others, e.g., retail access means no more monopoly supply 
jurisdictions, and competition in the generation sector requires an independent CMO. 


A well put together model, of course, doesn’t mean there won’t be a need for corrections 
and adjustments. But the two "prototypes" for introducing electricity competition into the real world - 
the UK and Norway -- have shown that competition in electricity can be achieved, and that customers 
do benefit. Despite some errors and glitches requiring regulatory intervention, the introduction of 
competition in the UK has seen prices to consumers decrease in real terms by 10 to 20 per cent from 
1989 to 1996. 


In conclusion, let me add that as CEO overseeing the stewardship of some $45 billion of 
provincial investments in infrastructure, I am aware of the possibility of stranding the considerable brand 
equity and international reputation of an institution which is perhaps more valued by electricity customers 
than stakeholder interests. I would like to emphasize the value of this investment and that it can be 
leveraged for Ontario’s benefit in future. 
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I am wholly convinced that if the transition is properly managed, Ontario can compete and 
will win in an open North American market for electricity services. But in order to manage the transition, 
we are at a point where our customers and our industry require some clarity about future structure and 
timing. 
We look forward to your report. 


On behalf of Hydro management, 


O.A. Kupcis 
President and CEO 


